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MORRI S SHEPPARD ARNCLD, Circuit Judge.

Lonnie Kent WIldrick sued North River I|nsurance Conpany in
lowa state court in 1992, claimng that North River breached its
contract by wthdrawing its defense of Phillips, P.C, a
prof essional corporation wearlier sued by M. WIldrick for
negl i gence in the performnce of accounting services. M. WIldrick

asserted that claimas both a third-party beneficiary of Phillips's
professional liability insurance policy and as Phillips's assignhee
for clainms against North River relative to Phillips's defense in

t he prof essional negligence action (whichresulted in a state court
j udgment agai nst Phillips for appr oxi mat el y $427, 500) .
M. WIldrick also asserted clainms for breach of fiduciary duty,
breach of an inplied covenant of good faith and fair dealing, and
bad faith. North River renoved the case to federal district court.



On notion by North River, the district court dismssed the
third-party beneficiary claimin late 1992 for failure to state a
claim On nmotion by North River, the district court granted
summary judgnment to North River in late 1994 on the renaining
clainms, holding, as a matter of law, that Phillips had failed to
cooperate in the professional negligence case. M. WIdrick
appeals. W affirmthe rulings of the district court.?!

l.

Robert Phillips was the principal 1in a professiona
corporation that perforned accounting services between 1983
and 1986 for an lowa conpany owned by Lonnie Kent WIdrick
(for sinplicity's sake, we call the professional corporation
"Phillips" in this opinion; we refer to Robert Phillips hinself as
"Robert Phillips" or "M. Phillips"). Inlate 1986, in preparation
for the sale of his conmpany, M. WIldrick requested an i ndependent
audit of the conpany's finances. As a result of the independent
audit, M. WIldrick learned that financial statenents prepared by
Phillips for the conpany overstated the conpany's accounts
recei vabl e by at |east $100, 000.

In late 1988, M. WIldrick sued Phillips in lowa state court,

all eging conversion, breach of ~contract, and professiona
negligence in accounting services -- all three counts based on
paynents alleged to have been inproperly made to Phillips, to

Robert Phillips, or to another entity in which Phillips's
principal, Robert Phillips, was also the principal. The allegedly
i nproper paynments were exactly the sane in each count.
(M. WIldrick also sued Robert Phillips, individually, but
M. Phillips's subsequent petition for bankruptcy stayed any action
agai nst him personally.) Phillips notified the conpany that had

'The Honorable Harold D. Vietor, United States District Judge
for the Southern District of |owa.
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issued Phillips's professional liability insurance policy,
North River Insurance Conpany. The insurance conpany advised

Phillips, in response, that North R ver would provide "a conplete
defense to all allegations” of the conplaint. North River called
to Phillips's attention, however, that North River was reserving

its rights to limt the defense provided to only those clains
covered by the policy.

The professional liability insurance policy issued by
North River covered clains nade against Phillips between | ate 1988
and | ate 1989 and contai ned three provisions relevant to this case.
First, the policy excluded fromcoverage any cl ainms "arising out of
any di shonest, fraudulent, crimnal or malicious act or om ssion"
of Phillips and any clains "arising out of [Phillips's] gaining in
fact any personal profit or advantage to which [Phillips] was not
legally entitled.” Second, the policy stated that in "any | ega
proceedi ngs" agai nst Phillips involving a clai marguably covered by
the policy, Phillips was required to "cooperate with [North River]
and upon [North River's] request [to] attend hearings and trials
and [to] assist in effecting settlenents, securing and givVing

evidence, ... and in the conduct of suits"; Phillips was also
required "not [to] ... admt any liability." Finally, the policy
provided that North River was not Iliable for clains against
Phil I i ps arguably covered by the policy unless Phillips "shall have

fully conplied with all the terns" of the policy.

North River hired a |awer to defend Phillips in the state
court action. From |l ate 1988 until early 1991, according to an
affidavit, a deposition, and subsequent trial testinony fromthat

| awyer in a related action, Robert Phillips "represented ... that
[M. WIldrick's lawsuit] canme as a conplete shock to himand that
the allegations ... that he converted funds to his own use were

conpletely untrue.” During that period, according to the | awer,
M. Phillips "vehenently and vigorously denied to [the | awer] that
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he, or to his know edge anyone at Phillips, P.C, had ever
converted or m sappropriated funds entrusted to him"™ In addition,
M. Phillips "represented to [the Ilawer] that there were
appropriate explanations for all of the funds paid to him his
prof essional corporation, and [the other entity in which
M. Phillips was the principal]."

Specifically, according to the Ilawer, Robert Phillips
asserted that "he was to receive a yearly salary of $30,000 for his
accounting work" (as business manager) for M. WIldrick's conpany
and that sone of the paynents reflected reinbursenent to
M. Phillips of advances that he made to M. WIldrick's conpany to
pay bills. M. Phillips also contended, with respect to the other
entity in which he was al so the principal, first, that M. Wldrick
had asked M. Phillips to deposit a $25,000 check to the credit of
that entity in order to "prevent others in the business and
M. WIldrick's wife from knowing how profitable [M. WIldrick's
conpany] was" and, second, that "checks and cash had been pai d back

to M. WIldrick.” In early January, 1991, in preparation for a
settl ement conference, the | awyer hired by North Ri ver advised the
state court, with respect to Phillips's defense, that "M. Phillips

generally denies that he inproperly nade any paynents from
[M. WIldrick's conpany] to either hinself, his firmor [the other
entity in which M. Phillips was a principal]. It is
[Phillips's] position that all such paynents were proper.”

Just two days later, however, a second |awer, hired by
Robert Phillips hinmself, advised the state court and the |awer
hired by North River that M. Phillips had been "in contact with

the office of the United States Attorney ... to present his
adm ssion of msappropriation of funds entrusted to him™ (It
| at er becane known that M. Phillips first went to | aw enforcenent
authorities in md-Decenber, 1990, approxi mately t hree weeks before



the second lawer's letter.) The second |awer stated that the
| awyer hired by North R ver "had no know edge" of that contact.

Four days after the second |awer's letter to the state court,
a front-page article appeared in the |ocal newspaper stating that
Robert Phillips had "told federal investigators [that] he stole
nore than $1 million from some of his clients." The settlenent
conference in the state court action took place on that sane day.
At that conference, M. WIldrick evidently advised the state court
that he intended to drop the clains for breach of contract and for
conversion, and that a professional negligence claimwould be the
only issue for trial. M. WIldrick did anend his conpl aint to that
effect at a pretrial conference in early February, 1991, four days
before the state trial.

Only hours after the pretrial conference, North River infornmed
Phillips that North River was withdrawing its defense of Philli ps.

North River gave as its reason Robert Phillips's failure to
cooperate, as required by the ternms of Phillips's professional
l[iability insurance policy. North River specifically stated that
M. Phillips had "consistently msrepresented ... that [he was]
i nnocent of any wongdoing,"” that M. Phillips had "not disclosed

to North River evidence which would have established [his]
wrongdoing,” that he had "affirmatively msled [North River's]
investigation of this claim" that he had "made a ... highly
publicized confession to exactly that wongdoing in the el eventh
hour before trial,” and that he had "stated [his] intention to
assert [his] Fifth Arendnent privilege if ... called as a witness
at the inpending trial.” North River concluded by asserting that
by "virtue of [M. Phillips's] past and continuing m sconduct
toward North River, [he had] directly and adversely prejudiced its
ability to prepare and prosecute a successful defense or settlenent
of the [state court] action,” that he had "effectively nmade
i npossi bl e any defense to liability in the [state court] action,”
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and that he had "dramatically increased the |ikelihood that
[M. WIldrick woul d] obtain a | arger recovery at trial."

Al t hough North River advised both Phillips and the |awer
hired by North River to defend Phillips that it would pay no nore
expenses associated with the professional negligence action (and
did not), the Ilawer appeared at trial nonetheless. He
cross-exam ned w tnesses offered by M. WIldrick but offered no
wi t nesses or evidence hinself. That trial, which was held to the
court rather than to a jury, resulted in a state court judgnent of
approxi mately $427,500 against Phillips. North River refused to
pay the judgnment. Phillips subsequently assigned to M. WIldrick
any clainms that Phillips had against North R ver relative to
Phillips's defense in the professional negligence action.

M. WIdrick sued North River in 1992, alleging breach of
contract and other clains related to North River's w thdrawal of
its defense of Phillips in the state court action. Under |owa | aw,
when a judgnent creditor (or assignee) of an insured sues for
breach of contract associated with an insurance conpany's all eged
failure to defend on account of its insured s failure to cooperate,
the insurance conpany has "the burden of going forward with the
evi dence on the i ssue of [the insured s] noncooperation.” Anerican
Guarantee and Liability Insurance Co. v. Chandler Mnufacturing
Co., 467 N.W2d 226, 229 (lowa 1991). The judgnent creditor (or
assignee), however, retains the overall burden of proof wth
respect to the insured s conpliance with the terns of the policy.
Id. at 228. That burden of proof requires a showi ng either of
substantial conpliance with the cooperation cl ause of the insurance
policy, or that the failure to conply was waived or was not
prejudicial to the insurance conpany. 1d.

The district court granted sumrmary judgnent to North River
hol ding, first, that because Robert Phillips "repeatedly lied to
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and conceal ed facts from his defense counsel”™ in the state court
action, Phillips failed to cooperate with North River, as a matter
of law, and, second, that North River was actually prejudiced by
that failure to cooperate. On appeal, M. WIldrick argues that
M. Phillips's conduct did not amount to a failure to cooperate, as
a matter of |aw, that because North Ri ver knew or shoul d have known
of M. Phillips's deception, North R ver waived the use of any
failure to cooperate as a defense to paynent under the professional
liability insurance policy; and, further, that a genuine issue of
material fact exists with respect to whether North River was
actually prejudiced by M. Phillips's conduct. (Because of our
di sposition of these argunents, we need not recount or address the
ot her issues that M. WIldrick raises.)

.

We consider first the question of whether Robert Phillips
failed to cooperate, as a matter of |[|aw "The purpose of a
cooperation clause is to protect insurers and prevent collusion
between insureds and injured parties.” Aneri can QGuarantee and
Liability Insurance Co. v. Chandler Manufacturing Co., 467 N W2d
226, 229 (lowa 1991). "The kind of cooperation required ... is
honest cooperation. Honest cooperation involves telling the truth.
It cannot be based on persistent falsehood going to the very
essence of the problem"™ Wstern Mitual Insurance Co. v. Bal dw n,
137 N.W2d 918, 924 (lowa 1965) (en banc).

It is undisputed that, |l ess than four nonths after the state
court judgnment was rendered, Robert Phillips pleaded guilty in
federal court to two counts of mil fraud and, in doing so,
stipulated that he had enbezzled approximately $294,700 from
M. WIldrick's conmpany between 1983 and 1985. Basi cal | y,
North Ri ver contends that by asserting, during the period precedi ng
the state trial on the professional negligence claim that
legitimate reasons existed for every paynment to Phillips, to
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hi msel f, or to the other entity in which he was al so t he pri nci pal,
M. Phillips "actively msled" the |awer hired by North River in
a way that went to the "very essence of the problem"” Wstern
Mut ual , 137 N. W 2d at 924, presented in the professional negligence
action -- in other words, in a way that was not only substantia

but also naterial. In response, M. WIldrick argues that a
"refusal to divulge all known facts is not sufficient, in and of
" as a matter of |aw
M. WIldrick also appears to argue that because the counts for
conversi on and breach of contract were dropped fromthe state court
action, leaving only an i ssue of professional negligence for trial,
M. Phillips's guilty plea to charges anounting to enbezzlenent is
irrelevant. W reject both of these argunents.

itself, to establish a failure to cooperat|e],

M. WIldrick cites as authority for his first argunent a case
that did not involve a cooperation clause of the scope present in
M. WIldrick's case. See G ade v. Ceneral Mitual Insurance
Associ ation, 246 NW 794, 795-96 (lowa 1933), overruled in part on
different issue, Western Mutual, 137 N.W2d at 925-26. That case,
nor eover, turned not on whether the insured failed to cooperate, as
a matter of |law, but on the questions of waiver by, and prejudice
to, the insurance conpany. See id. at 796-98. In that case
furthernore, the court concluded that the insured had admitted to
t he i nsurance conpany that he was at fault in the vehicle accident
in question and had not "declined to state the facts” to the
i nsurance conpany; it was only at the trial for damages fromthe
vehi cl e accident that the insured "declined to divulge the details
of the accident."” Id. at 796. | ndeed, the court stated, the
insured in that case "paid the judgnent rendered against hint in
the trial for danmages and "acted in perfect good faith and under
the belief that [the plaintiff in the trial for danages] had a
val id cause of action against himfor danages.” [d. The facts in
M. WIldrick's case are in no way conparable, or analogous, to
t hose in d ade.




Nor do we find the three other cases cited by M. Wldrick to
be of any avail to him In Anerican Guarantee, 467 N.W2d at 230,
the insurance conpany failed to use "reasonable diligence" to
gather the facts fromits insured -- the insurance conpany only
wote letters to its insured and did not personally contact him
take a statenment or deposition fromhim or attenpt to make him

testify. In M. WIldrick's case, however, it is clear from Robert
Phillips's own deposition and subsequent trial testinony in a
related action that the lawer hired by North River to defend
Phillips nmet nunerous tines wth M. Phillips and that
M. Phillips's crimnal |awer asserted shortly before the state
trial on the professional negligence claimthat M. Phillips would
i nvoke his fifth amendnment privil ege against self-incrimnation if
called to testify at that trial. In M. WIldrick's case, we see no
i ssue present of North River's failure to use reasonabl e diligence
to obtain M. Phillips's cooperation.

In Farmand Gty Insurance Co. v. Hassel, 197 N.W2d 360, 363
(lowa 1972) (en banc), overruled in part on different issue, |deal
Mut ual 1 nsurance Co. v. Wnker, 319 N.W2d 289, 296 (lowa 1982),
the court specifically referred to other cases in which the
circunstances established, as a matter of law, a failure to
cooper at e. In one of those cases, the insured "advanced four
separate versions"” of the events in question (and thus "m sl ed” the
i nsurance conpany) and refused to explain to the insurance conpany
why he decided to plead guilty to charges associated with a vehicle
accident. 1d. In another of those cases, the insured "nade fal se
statenents” as to whether he was drinking before the vehicle
accident and as to "other facts pertinent to the inquiry” (and thus
"obviously msled" the insurance conpany). Id. The cases
described by that court as establishing, as a matter of law, a
failure to cooperate involved facts that are much closer to the
facts in M. WIldrick's case than to the facts invol ved i n Farm and
City itself (an insured who admtted all along that he had been
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dri nki ng but denied that he had been intoxicated, and who pl eaded
guilty to a m sdenmeanor in order to avoid felony charges, id. at
361-62; the court held that the insured' s conduct was not a failure
to cooperate, id. at 362-63).

In Western Mitual, 137 N.W2d at 924, the insured "lied
repeatedly to escape responsibility for his own acts,” which
anounted to "a clear, intentional and serious breach”" of the duty
to cooperate with the insurance conpany (insured first lied to
i nsurance conpany about starting fire, then admtted to injured
party that he started fire but did not tell insurance conpany unti l
three and a half nonths later -- after settlenent negotiations --

that he had confessed to injured party and had reached agreenent
with injured party to restrict his own exposure to damages, id. at
920-25). The court in that case specifically held that "[s]ecrecy
for that long is not in accord with good faith.” [d. at 926. 1In
M. WIldrick's case, Robert Phillips lied to the |awer hired by
North River for over two years.

Finally, we address M. Wldrick's contention that because the

state court action was tried only on a theory of Phillips's
prof essional negligence, Robert Phillips's guilty plea and
stipulation that he had enbezzled approxinmately $294,700 from
M. WIldrick's conpany are sonehow irrelevant. That argument is
conpletely without merit. The state court's danages award quite
clearly included anounts that M. Phillips converted and anounts
consequent to that conversion, and thus M. Phillips's deliberately

wrongful acts, however M. WIldrick nmay have sought to characterize
them were central to the trial and to the judgnent in the state
court action. Therefore, if M. Phillips msled the | awer hired
by North River with respect to the question of whether he converted
funds, he necessarily did so with respect to the issues relevant in
the state trial.
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The district court was thus quite correct in holding, as a
matter of law, that Robert Phillips failed to cooperate with the
i nsurance conpany. Unless North River waived the use of any
failure to cooperate as a defense to paynent under the professional
liability insurance policy, that failure gives riseto a rebuttable
presunption of prejudice suffered by North River. See, e.q.,
Met-Coil Systenms Corp. v. Colunbia Casualty Co., 524 N W2d 650,
654 (lowa 1994), and Anerican Guarantee, 467 N.W2d at 228. W
turn, then, to the question of waiver.

L.

M. WIldrick argues that North R ver waived the use of any
failure to cooperate as a defense to paynment under the professional
liability insurance policy by acknow edging, wearly on, that
Phillips was likely to be found |iable for professional negligence.
M. WIldrick also argues that because North River knew or should
have known, at |east six nonths before the state trial in the
prof essi onal negligence action, of serious and questionabl e gaps

and irregularities in Phillips's records, yet waited to w thdraw
its defense of Phillips until four days before that trial,
North River waived its right to use any failure to cooperate as a
defense to paynent under the professional liability insurance

policy. Those argunents actually address the question of prejudice
nore than wai ver; we nonethel ess consider the issue of waiver by
itself at this point.

North River offered an affidavit, a deposition, and subsequent
trial testinony in a related action by the |lawer whomit hired to
defend Phillips in the professional negligence action. North River
also offered letters fromitself to Robert Phillips. Al of that
evi dence shows that inmediately after North River |earned of the
pr of essi onal negligence action in late 1988, North River asserted
its intention to reserve its rights to limt the defense provided
to only those clains covered by the policy. North River reaffirnmed
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that reservation of rights three nonths |ater and, again, four and
a half nmonths before the state trial.

It is true that the letters directed Robert Phillips's
attention particularly to various specific exclusions fromcoverage
-- clainms arising from"di shonest, fraudulent, [or] crimnal" acts,
clainms arising from "personal profit or advantage" to which the
insured "was not legally entitled,” and clainms arising from
accounting services provided to any conpany in which the insured
was a manager or sharehol der. The letters also specifically
stated, however, that North River's agreenent to provide a defense
"shoul d not be construed by [M. Phillips] as a waiver of any of"
its rights under the policy (enphasis supplied). One of those
rights was the right to insist that Phillips conply with other
conditions of the policy, including the cooperation clause. Under
t hese circunstances, we see no wai ver by North River of the use of

M. Phillips's failure to cooperate as a defense to paynent under
the professional liability insurance policy.
| V.
The real focus of M. WIldrick's argunents is that, as a
matter of law, North Ri ver was not prejudiced by Robert Phillips's
failure to cooperate. See, e.qg., Mt-Coil Systens Corp. V.

Col unbia Casualty Co., 524 N.W2d 650, 654, 658 (lowa 1994), and
Western Miutual Insurance Co. v. Baldwin, 137 N.W2d 918, 925-26
(lowa 1965) (en banc) (if lack of insured s cooperation is not
wai ved as a defense by insurance conpany, burden is on the insured

-- or insured s judgnent creditor or assignee -- to show |lack of
prejudice to insurance conpany). As noted above, M. WIldrick
offers two prinmary bases for that conclusion on his part. First,
M. WIldrick cites the acknow edgnent of the |awer hired by
North River, early in the professional negligence action, that
Phillips was likely to be found Iiable. Second, M. WIldrick
points to the fact that, until the week before the state trial
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North River was apparently ready to go to trial, despite its
know edge of, or the obviousness of, serious and questionabl e gaps
and irregularities in Phillips's records. In the alternative,
M. WIldrick contends that, at the very |east, a genuine issue of
material fact exists with respect to whether North River was
prej udi ced.

Specifically, M. WIldrick notes that the conversion count was
not dropped until shortly before trial and, therefore, that
North River had the opportunity to, and in fact did, exanm ne
Phillips's records with respect to M. WIldrick's conpany. As of
August, 1990, that exanmi nation showed at |east $80,000 entirely
unaccounted for. As of that sanme tinme, M. WIdrick also notes,
the lawer hired by North River to defend Phillips concluded that
damages of $200,000 to $250,000 were likely to be awarded.
In spite of those facts, M. WIldrick argues, North Ri ver made no

settlement offer wuntil just before trial, when North River
evidently offered only a negligible anount. Essential ly,
M. WIdrick contends, North River suffered no prejudice from
Robert Phillips's denial of the conversion charges, because
North River already knew, and evidently accepted, that it was
likely to be found liable for substantial danages in the

pr of essi onal negligence action.

In response, North River alleges a "waste of tine, effort and
expense"” occasioned by Robert Phillips's two-year denial of
wr ongdoi ng. Specifically, North R ver notes that it hired an
accountant to search Phillips's records for legitinate paynents
to M. Phillips, or to entities that he controlled, from
M. WIldrick's conpany -- legitimte paynents that in fact did not
exi st. North River also suggests that it mght have attenpted
settlenment much earlier if it had known the truth about
M. Phillips's conduct. W observe, in addition, that North River
woul d have saved on fees paid to the lawer hired to defend
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Phillips if the truth about M. Phillips's conduct had been
reveal ed earlier.

This is not a case where the insurance conpany "was fully
advised as to all of the facts ... and was [therefore] at all tines
in a position to negotiate [a] settlement[]." Farm and City
| nsurance Co. v. Hassel, 197 N. W2d 360, 363 (lowa 1972) (en banc),
overruled in part on different issue, ldeal Miutual | nsurance Co. V.
W nker, 319 N.W2d 289, 296 (lowa 1982). Rat her, in this case
North Ri ver "acted upon the m srepresentation [and] conceal nent of
its insured,” id., and incurred "extra and unnecessary expense,"”
Western Mutual, 137 N.W2d at 925, in doing so. W need not know,
or be able to determ ne, the exact anpunt of that expense in order
to hold that M. WIldrick has failed to establish a genuine issue
of material fact on the question of prejudice to North River. 1d.
at 926-27. Because that expense was clearly "nore than m ninal or
" North River was prejudiced, as a matter of |aw

i nconsequential ,’
ld. at 927.

V.
For the reasons stated, we affirmthe judgnment of the district
court.
A true copy.

Attest:

CLERK, U.S. COURT OF APPEALS, EIGHTH CI RCUIT.
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